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Six-day is a common scenario that illustrates the importance of proper accounting for accrued expenses in
maintaining accurate financial statements. When a company such as Prospect Realty Co. pays weekly
salaries, it must ensure that expenses are recorded in the period they are incurred, not necessarily when
they are paid. This principle aligns with the matching concept in accounting, which states that expenses
should be recognized in the same period as the revenues they help generate. Proper adjustment for
accrued expenses ensures the financial statements reflect the true financial position of the company,

especially when preparing for reports like the income statement and balance sheet.

In this article, we will explore the concept of accrued expenses, how they relate to payroll, and the specific
adjustments necessary for companies like Prospect Realty Co. that pay weekly but may incur expenses
across different accounting periods. We will also examine practical steps to record and adjust accrued

expenses accurately, highlighting their significance in financial reporting.

Understanding Accrued Expenses

What Are Accrued Expenses?

Accrued expenses are costs that a company has incurred but has not yet paid or recorded at the end of an
accounting period. These expenses are recognized in the period they are incurred, regardless of when the

cash payment is made. Examples include wages payable, interest, taxes, and utilities.

The key features of accrued expenses include:
- They are liabilities until paid.
- They are recognized through adjusting journal entries.

- They ensure expenses are matched with the revenues they help generate.

The Importance of Accrued Expenses in Financial Reporting

Accrued expenses are vital for accurate financial statements because:
- They prevent the understatement of liabilities.
- They ensure expenses are recognized in the correct period.

- They help in assessing the true financial health of the company.



Neglecting to record accrued expenses can lead to misstated financial statements, which may mislead

stakeholders and impact decision-making.

Payroll and Accrued Expenses: The Prospect Realty Co. Case

The Weekly Payroll Schedule

Prospect Realty Co. pays weekly salaries amounting to $27,600 every Monday for a six-day work period.
This means:

- The company pays salaries covering days from Saturday to Friday.

- Payment is made at the beginning of the week, not at the end.

- Employees work for days prior to the payment date, creating potential for accrued expenses at the end of

each accounting period.

Why Is Adjustment Necessary?

Suppose the company's accounting period ends on a Friday. Since salaries are paid on Monday for the
previous six days, at the end of the accounting period, the company must recognize the salaries earned

from Saturday to Friday, even though payment occurs later.

If this is not done, expenses will be understated, and liabilities will be understated as well, resulting in

inaccurate financial statements.

Calculating and Recording Adjustment for Accrued Salaries

Step 1: Determine the Daily Salary Expense

Given:
- Total weekly salaries: $27,600
- Number of days covered: 6 days (Saturday through Friday)

Calculate:
- Daily salary expense = Total weekly salaries / Number of days
- Daily salary expense = $27,600 / 6 = $4,600



Step 2: Identify the Number of Days to Accrue

Assuming the accounting period ends on a Friday, and salaries are paid on Monday, the company must

accrue salaries for Saturday, Sunday, and Friday if the period ends before the payment.

- For example, if the period ends on a Friday:

- Accrued days: Saturday and Sunday (if they are workdays), plus any other days not yet paid.

However, in many cases, the company pays only for the six days, so the accrual depends on the specific
ending day. For simplicity, let's assume the period ends on a Friday, and the company needs to accrue for

Saturday and Sunday.

Step 3: Calculate the Accrued Salaries

- Accrued salary for Saturday and Sunday:
- 2 days x $4,600 = $9,200

Step 4: Record the Adjusting Journal Entry

At the end of the accounting period, the following entry is made:

Debit: Salaries Expense $9,200
Credit: Salaries Payable $9,200

This entry recognizes the expense incurred but not yet paid, and increases the liability for salaries payable.

Implications of Not Making Proper Adjustments

Financial Statement Impact

Failing to adjust for accrued salaries can lead to:
- Understated expenses on the income statement.
- Overstated net income.

- Understated liabilities on the balance sheet.

Tax and Compliance Risks

Incorrect financial reporting can also lead to:

- Penalties for non-compliance with accounting standards.



- Misleading stakeholders, including investors, creditors, and management.

Practical Steps for Accurate Accruals

Establish a Routine for End-of-Period Adjustments

Companies should:
- Review outstanding liabilities regularly.
- Record accruals for expenses incurred but not yet paid.

- Use reliable methods to estimate accrued expenses.

Use of Accounting Software

Modern accounting software can automate accrual calculations, reducing errors and saving time.

Documentation and Audit Trail

Maintain thorough documentation of accrual calculations and journal entries for audit purposes.

Conclusion

Adjustment for accrued expenses, such as Prospect Realty Co.'s weekly salaries, is a fundamental aspect of
sound accounting practices. Recognizing expenses in the period they are incurred ensures compliance with
accounting principles and provides stakeholders with an accurate picture of the company's financial health.
Properly recording accrued salaries, especially when payments are made after the end of an accounting
period, involves calculating the appropriate expense amount and making the necessary adjusting journal
entries. This process not only enhances the integrity of financial statements but also supports effective

financial management and decision-making.

By understanding the principles behind accrued expenses and implementing systematic procedures for
adjusting entries, companies can avoid misstatements and maintain transparency in their financial
reporting. Whether dealing with payroll, utilities, taxes, or other liabilities, accurate accruals are essential

for reflecting true business performance and position.

Frequently Asked Questions



What is an accrued expense and how does it relate to Prospect Realty
Co.'s weekly salaries?

An accrued expense is an expense that has been incurred but not yet paid or recorded. For Prospect Realty
Co., salaries earned during the week but not yet paid by the end of the accounting period represent

accrued expenses that need to be adjusted.

How does Prospect Realty Co. record the adjustment for accrued salaries
at the end of the accounting period?

The company records an adjusting journal entry debiting Salaries Expense and crediting Salaries Payable

for the amount of salaries earned but not paid by the period's end.

Given a weekly salary of $27,600 paid on Monday for six days, what is
the daily salary expense?

The daily salary expense is $27,600 divided by 6 days, which equals $4,600 per day.

If the accounting period ends on Wednesday, what is the accrued salary

expense to be recorded?

The accrued salary expense for Wednesday and Tuesday is 2 days x $4,600 = $9,200, which should be

recorded as an adjustment.

Why is it important for Prospect Realty Co. to adjust for accrued salaries
at the end of the period?

Adjusting ensures that expenses are recognized in the correct accounting period, providing accurate

financial statements and matching expenses with revenues.

When does Prospect Realty Co. recognize the salary expense in their

financial statements?

The company recognizes the expense in the period in which the employees earn it, not necessarily when

it is paid, through adjusting entries for accrued salaries.

How does the timing of salary payments affect the accounting for accrued
expenses?

Since salaries are paid weekly but earned daily, adjusting entries are needed at period end to account for



salaries earned but not yet paid, ensuring accurate expense recognition.

‘What journal entry does Prospect Realty Co. make to record accrued
salaries at period end?

Debit Salaries Expense and credit Salaries Payable for the amount earned but not yet paid during the

period.

What are the implications if Prospect Realty Co. fails to record accrued
expenses properly?

Failing to record accrued expenses can lead to understated expenses, overstated net income, and inaccurate

financial statements, which can mislead stakeholders.

How does the weekly payment schedule impact the timing of salary
expense recognition?

Because salaries are paid weekly but earned over multiple days, adjusting entries are necessary to match

expenses to the correct accounting periods, especially when periods end mid-week.

Additional Resources

Adjustment For Accrued Expense: Prospect Realty Co. Pays Weekly Salaries Of $27,600 On Monday For A
Six-day Period

Understanding how to accurately record and adjust for accrued expenses is critical for maintaining precise
financial statements. Prospect Realty Co., which pays weekly salaries of $27,600 on Mondays for a six-day
work period, presents an excellent case study in the application of adjusting entries related to accrued
expenses. This detailed review explores the concept thoroughly, covering the nature of accrued expenses,
the specifics of Prospect Realty Co.’s payroll arrangement, the journal entries involved, and the broader

implications for financial reporting.

Understanding Accrued Expenses

Definition and Significance

Accrued expenses represent costs that a company has incurred during an accounting period but has not yet



paid or recorded by the end of that period. Recognizing these expenses in the correct period ensures
compliance with the matching principle, which mandates that expenses be matched with the revenues

they generate within the appropriate timeframe.
Examples of Accrued Expenses

- Salaries and wages payable
- Interest payable

- Taxes payable

- Utilities payable

Importance in Financial Reporting
Failure to accrue expenses can lead to:
- Understated liabilities

- Overstated net income

- Skewed financial ratios and indicators

Conversely, properly accrued expenses provide a true and fair view of a company's financial position and

performance.

Prospect Realty Co.: Payroll Arrangement Overview

Payroll Schedule and Terms

- Total weekly salary: $27,600

- Payment day: Monday

- Work period covered: Six days

- Payment method: Weekly, paid on Monday for the preceding six days

Implications of This Arrangement

This setup means:

- The company incurs salary expenses for six days, but the payment covers a period that starts before the
workweek begins.

- The employees are paid a fixed amount weekly, regardless of the exact number of days worked within

the period.



- The timing of payment and work days creates the necessity for accrual adjustments at period-end,

especially if the financial period does not align exactly with the work schedule.

Breakdown of the Salary Expense and Its Timing

Salary Expense for the Six-Day Period

- The total expense for the six days is $27,600.
- The daily salary expense = $27,600 / 6 days = $4,600 per day.

Payment Schedule
- The salaries are paid on Monday, covering the previous six days.

- If the accounting period ends mid-week (say, Wednesday, Thursday, or Friday), some of the salary

expense must be accrued to reflect the expense incurred but not yet paid.

Why Adjusting Entries Are Necessary

Aligning Expenses with Revenues

To follow the matching principle, expenses must be recognized in the period they are incurred, not

necessarily when they are paid.

Scenario Example

Suppose the accounting period ends on a Wednesday:

- The company has incurred salary expenses for Monday, Tuesday, and Wednesday.

- These expenses amount to 3 days x $4,600 = $13,800.

- However, since the payment occurs the following Monday, the company has not yet paid this amount by
the period-end.

Impact of Not Making Adjustments

- Expenses would be understated.



- Liabilities (specifically, salaries payable) would be understated.

- The net income would be overstated.
Proper Adjustment
An adjusting journal entry is necessary to record the accrued wages:

- Debit: Salaries Expense $13,800
- Credit: Salaries Payable $13,800

This ensures the financial statements reflect the true expenses and liabilities at period-end.

Step-by-Step Guide to Recording the Adjustment

1. Determine the Number of Days to Accrue

- Identify the period ending date.
- Count the number of days from the last payment date or the start of the period to the end date.

2. Calculate the Accrued Expense

- Use the daily rate: $4,600.
- Multiply by the number of days accrued.

3. Prepare the Journal Entry

- Debit Salary Expense for the accrued amount.

- Credit Salaries Payable (a liability account).
Sample Journal Entry

| Account Title | Debit | Credit |

S ——— S S—

| Salaries Expense | $X | |

| Salaries Payable | | $X |

(Where X = number of accrued days x daily salary)



Implications for Financial Statements

Balance Sheet Impact

- Salaries Payable (Liability) increases by the amount accrued.

- The overall liabilities rise, accurately depicting the company's obligations.
Income Statement Impact

- Salaries Expense increases, reducing net income for the period.

- Reflects the true cost of services rendered during the period.
Cash Flow Statement

- No immediate impact at the time of accrual.

- The effect is realized when the salaries are paid in the subsequent period.

Practical Examples and Calculations

Example 1: Period Ending on Wednesday

- Period ends Wednesday.
- Accrued days: Monday, Tuesday, Wednesday = 3 days.
- Accrued expense: 3 x $4,600 = $13,800.

- Journal Entry:

| Account Title | Debit | Credit |

|-emmmmmmmem e eee e e
| Salaries Expense | $13,800 | |
| Salaries Payable || $13,800 |

Example 2: Period Ending on Friday
- Accrued days: Monday through Friday = 5 days.
- Accrued expense: 5 x $4,600 = $23,000.

- Journal Entry:

| Account Title | Debit | Credit |



|-mmmmmmmmem e eeae |-=mmmmemeeee e
| Salaries Expense | $23,000 | |
| Salaries Payable | | $23,000 |

Additional Considerations in Adjusting for Accrued Expenses

Timing of Payments and Accruals

- Always align the accrual with the actual work days or the period end.

- Ensure that the accrued expense is reversed in the next period when the actual payment occurs.
Reversing Entries

- To prevent double counting, a reversing entry can be made at the start of the new period.

- Reversal of accrued salaries:

| Account Title | Debit | Credit |
N —— S S
| Salaries Payable | $X | |

| Salaries Expense | | $X |

Benefits

- Simplifies bookkeeping.

- Ensures expenses are not double-counted.

Impacts on Financial Ratios and Business Decisions

Liquidity Ratios

- Increased liabilities due to accrued salaries can impact current ratios.

- Accurate liabilities reporting helps assess the company's short-term financial health.

Profitability Ratios



- Proper expense recognition ensures net income is not overstated.

- Useful for investors and management in decision-making.
Operational Decisions

- Recognizing accrued expenses provides clearer insights into payroll obligations.

- Helps in cash flow planning and budgeting.

Challenges and Common Mistakes

Common Mistakes

- Forgetting to accrue expenses at period-end.
- Underestimating the number of days to accrue.
- Not reversing accruals in the subsequent period.

- Confusing accrued expenses with paid expenses.
Challenges

- Determining the exact amount to accrue if salaries vary.
- Handling accruals for irregular or variable pay structures.

- Ensuring timely adjustments in fast-paced environments.

Conclusion: Best Practices for Managing Accrued Expenses

Properly adjusting for accrued expenses like Prospect Realty Co.'s weekly salaries is fundamental to

accurate financial reporting. It requires:

- Precise calculation based on the work days and salary rate.
- Timely journal entries at period-end.
- Reversal entries to prevent double-counting.

- Clear documentation and internal controls.

By implementing strict procedures and understanding the underlying principles, businesses can ensure

their financial statements reflect the true economic activities, facilitating better decision-making and



compliance with accounting standards.

In summary, Prospect Realty Co.'s arrangement of paying weekly salaries for a six-day work period
exemplifies the necessity of adjusting entries for accrued expenses. Recognizing the expenses that have
been incurred but not yet paid ensures the company's financial statements are accurate, reliable, and
compliant with generally accepted accounting principles. Mastery of this process is essential for accountants,

financial analysts, and business managers committed to sound financial management.
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